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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: These cases are before the Court consolidated
for purposes of trial, briefing, and opinion. Frank and Virginia
Muhi ch (the Miuhichs) and M dwest Portraits Corp. (M dwest)

separately petitioned the Court to redeterm ne respondent’s



determ nations of the follow ng deficiencies and accuracy-rel ated
penal ti es under section 6662(a):

Frank and Viraqginia Mihich, docket No. 21561-97

Penal ty
Year Defi ci ency Sec. 6662(a)
1994 $18, 164 $3, 633
1995 21, 885 4, 377

M dwest Portraits Corp., docket No. 21562-97

Penal ty
Year Ended Defi ci ency Sec. 6662(a)
June 30, 1994 $15, 075 $3, 015
June 30, 1995 26, 090 5,218
June 30, 1996 40, 137 8, 027

We nust decide the follow ng issues:

1. Wether the trusts inplenmented and used by the Mihichs
during 1994 and 1995 shoul d be di sregarded for tax purposes
because the trusts | acked econom ¢ substance. W hold they
shoul d.*

2. \Wether the Muhichs' 1994 and 1995 gross inconme includes
conpensation paid by Mdwest in the amobunts of $112, 820 and

$130, 193, respectively. W hold it does.

! Respondent al so raises the alternative argunent that
petitioners are taxable on trust income because the trusts were
"grantor trusts". Gven our holding that the trusts are shans,
we need not and do not reach this issue.
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3. Wiether section 162 allows Mdwest to deduct paynents to
a trust pronoter in the anbunts of $12,000 and $5,500 for 1994
and 1996, respectively. W hold it does not.

4. Vet her section 162 allows M dwest to deduct paynents to
the trusts in the amounts of $60, 000, $103,238, and $132, 766 for
1994, 1995, and 1996, respectively. W hold it does.

5. Wiether the Miuhichs are |iable for accuracy-rel ated
penal ti es under section 6662(a) and (b)(1) for 1994 and 1995. W
hol d they are.

6. Wether Mdwest is liable for accuracy-rel ated penalties
under section 6662(a) and (b)(2) for 1994, 1995, and 1996. W
hold it is to the extent discussed herein.

7. \Wether the Muhichs are liable for a penalty under
section 6673(a)(1). W hold they are not.?

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and exhibits submtted therewith are
i ncorporated herein by this reference. The Mihichs resided in
Mahonet, Illinois, when they petitioned the Court. M dwest had
its principal place of business in Mahonet, Illinois, when it

petitioned the Court.

2 Rule references are to the Tax Court Rules of Practice and
Procedure. Unless otherwi se indicated, section references are to
the Internal Revenue Code in effect for the years at issue.



Petitioner® attended 3 years of college but did not obtain a
degree. From 1978 through the years in issue, petitioner owned,
operated, and was the president of Mdwest. M dwest was a
phot ogr aphy busi ness, and it earned incone by participating in
fund-rai sing prograns of |ocal community service organi zati ons.

From 1985 forward, M dwest worked exclusively with fire,
rescue, and anbul ance departnents in the four-State regi on of
II'linois, lowa, Wsconsin, and Indiana. In addition to taking
t he phot ographs, M dwest supplied the various departnments with
professionals to assist in soliciting donations and handi ng out
conplinmentary certificates. Under this arrangenent, M dwest
recei ved approximately 50 percent of the donations plus the
incone fromthe sales of additional photographs. M dwest
conducted its business in the four-State region by enpl oyi ng
"road people" to solicit donations, take the conplinentary
phot ogr aphs, and sell additional photographs. M dwest enpl oyed
two people in its hone office.

Before the subject years, petitioner drew a salary from
M dwest for the work he performed. M dwest deducted his salary
as officer conpensation. Petitioner essentially conpensated

hi msel f on a comm ssion basis, setting his salary upon Mdwest's

SRef erences to petitioner are to Frank Mihich.



financial performance. Petitioner had a wide variety of duties
i ncluding serving as Mdwest's president and sal esman.

Kimand Denise Martin (Martins) are certified public
accountants and have been petitioners' tax advisers since 1982.
The Martins prepared all of petitioners' tax returns from 1982 to
date, and the Martins nmaintai ned petitioners' books and records
for each of the subject years.

| ntroduction to the Miultitrust Schene

In early March 1994, petitioner met wth a financial
pl anner, Janmes Myers (Myers). Mers was a representative of
Heritage Assurance G oup (Heritage), an entity that pronoted
multitrust schenmes as a neans to avoid paying taxes. Mers
i ntroduced petitioner to Heritage's schene, which worked
generally as follows. An individual transfers his or her assets
and right to receive incone to a newy created famly trust in
exchange for a certificate of beneficial interest (CBl). A CBI
gives the individual the right to receive any distributions that
the trustee, who is the sane as the transferring individual,
decides to nake. The famly trust pays and deducts all of the
trustee's personal expenses and distributes any excess corpus to
a charitable trust created under the schene. The individua
creates other trusts to circulate funds anong and bet ween.

Myers presented petitioner with pronotional materials

containing flowharts and expl anations detailing the above
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sequence of transactions. These materials touted the tax
deductibility of all of the transferring individual's personal
expenses. The materials generally clained that the individual
woul d pay no tax on his or her inconme. The materials nade no
menti on of any nontax benefit to be gained fromthe trust schene.
After neeting wth Myers, the Mihichs travel ed over 100
mles to the offices of Heritage. There they met wth Edward
Bartoli (Bartoli), an attorney who was the principal pronoter of
Heritage's schene. Bartoli introduced petitioner to Janes Savi no
(Savino), a certified public accountant associated with Heritage.
At or about the tine of this neeting, the Mihichs submtted to
Heritage a formcontaining their financial information and
assets. On this form they stated that their nunber one
obj ective was "tax avoi dance".

Creation of the Five Trusts

In May 1994, very soon after neeting with Bartoli, the
Muhi chs, wi thout consulting the Martins, inplenented the nulti-
trust schenme to avoid taxes. Petitioner caused Mdwest to pay
$12,000 to Heritage, and Heritage supplied petitioners with a
conpr ehensi ve packet of forms and docunents that could be
custom zed to create and operate the trust schene.
Petitioners used the pronotional nmaterials presented by Myers as

a nodel for their trust arrangenent.



On May 4, 1994, the Muhichs created The Mihi ch Asset
Managenent Trust (Asset Trust). Petitioner signed the trust
declaration as the "investor", Bartoli signed as creator and
trustee, and Ms. Miuhich signed as trustee. Wthin days, M.

Muhi ch transferred virtually all of her property to petitioner.

This property included an exhaustive list of housewares,
jewelry, electronics, china, and other personalty. In turn,
petitioner transferred virtually all of his property (which now
i ncluded Ms. Miuhich's transferred property) to the Asset Trust,
including the right to receive conpensation for his services.*

| n exchange, Ms. Muhich and petitioner each received a CB
representing 50 and 40 units, respectively. Wthin days, Bartol
resigned as trustee, and petitioner was appointed trustee. This
| eft the Muhichs as sole trustees and sol e beneficiaries of the
Asset Trust.

On May 7, 1994, the Asset Trust established the Mihich
Charitable Trust (Charitable Trust).® The Asset Trust funded the
corpus with a CBI fromthe Asset Trust representing 10 units of

ownership. In exchange, the Asset Trust received a CB

* For reasons that are unclear, the Mihichs did not transfer
all of their significant property to the trust. As relevant
here, they retained title to their residence at 1106 West Di anne
and petitioner's stock in M dwest.

> The Charitable Trust never sought nor received tax exenpt
status under sec. 501(c).
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representing 100 units of ownership in the Charitable Trust.
The Muhi chs were the trustees.

On May 15, 1994, the Asset Trust created The Muihi ch Busi ness
Trust (Business Trust). The Asset Trust funded the corpus with
$10 in exchange for a CBI representing 100 units of ownership in
t he Business Trust. The Mihichs were the trustees.

On May 18, 1994, the Business Trust established The Mihich
Equity Trust (Equity Trust) and The Mihich Vehicle Trust (Vehicle
Trust). The Business Trust funded the corpus of each trust with
$10 in exchange for a CBI fromeach trust representing 100 units
of ownership in each. The Mihichs were the trustees.

The Muhichs listed their personal residence at 1106 West
D anne as the address for the five trusts. As sole trustees and
excl usive beneficiaries of all five trusts, the Mihichs had
excl usive control over the trust property. They had the right to
receive distributions at their sole discretion and controlled al
t he bank accounts. Their ability to deal wth and benefit from
all trust property was as free and unrestricted as before the
trusts were established.

M dwest continued to operate as a corporation and conti nued
to conduct business the sanme as before the trusts were created.
Petitioner's work and duties at M dwest remai ned the sane, but he
no | onger took a salary from M dwest. |Instead, he caused M dwest

to contract with the Asset Trust for the provision of his



services. The Asset Trust was to receive $3,000 per nonth, plus
addi ti onal consideration based upon conpany performance.

peration and Tax Reporting of the Five Trusts

Upon creation of the trusts, the Mihichs hired Aegis Co.
(Aegis) to help operate them Aegis was affiliated with
Heritage. Regarding the Asset Trust, the Mihichs nanmed
t hemsel ves as executive trustees and executive secretaries,
charging thenselves with the duty to manage the trust. |In
return, the Asset Trust agreed to pay the Mihichs' housing,
transportation, health care, and educati on expenses.

The Asset Trust did not engage in the active conduct of any
trade or business at any tinme during the years at issue. For
1994 and 1995, the Asset Trust had approximately $114, 370 and
$202, 242 in avail able funds deposited into its accounts over
whi ch the Mihich's had signatory authority. The funds included
$100, 820 and $130, 193 for 1994 and 1995, respectively, in
"consulting fees" received by the Asset trust for the services of
petitioner. The bal ance of the funds for each year was conposed
primarily of transfers from M dwest and other trusts
characterized by the Muhichs as | oans, and a small anount of
interest incone that was payable to petitioner.

From the avail able funds for 1994 and 1995, the Asset Trust
paid the Miuhichs' housing, transportation, health care,

education, and m scel |l aneous expenses. These paynents i ncl uded:
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$70,000 in construction costs, interest costs, and closing costs
for their new residence at 404 North Shore Drive; all of the
education costs for the Mihichs' coll ege-aged children; utilities
for the Muhichs' personal residence; personal autonpbile expenses
of the Mihichs'; nortgage paynents on the Mihichs' persona
residence at 1106 West Di anne; and trustee fees to the Mihichs.
In each year, the Asset Trust paid to the Charitable Trust the
funds that remained after all these paynents.

For 1994 and 1995, the Asset Trust filed tax returns with
respondent (Forms 1041) wherein its reported incone included the
consulting fees paid by Mdwest for petitioner's services and
petitioner's interest incone. After deducting therefromthe
above- descri bed personal expenses of the Mihichs and the anpunts
paid to the Charitable Trust, the Asset Trust reported zero
t axabl e i ncone in each year.?®

The other trusts did not engage in any business activity
during 1994 or 1995. The Charitable Trust distributed sone noney
in each year to various charities. Wth the bal ance, the

Charitable Trust participated in a series of circular

® The Asset Trust did not deduct the $70,000 in construction
costs. Also, the Asset Trust elected to treat a | arge 1995
paynment to the Charitable Trust as a charitable contribution
deduction on its 1994 return under sec. 642(c)(1).
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transactions with the other trusts and Mdwest.’ Throughout the
1995 year, petitioner noved funds anong and between the Asset
Trust, the Charitable Trust, and the Equity Trust in a circular
fashion. Petitioner |abeled the nmovenents of funds "l oans" or
"l oan repaynents".

For tax purposes, the Charitable Trust filed 1994 and 1995
returns claimng it was a nonexenpt charitable trust under
section 4947(a)(1), and it paid no tax for either year.

The Equity Trust, the Business Trust, and the Vehicle Trust
were dormant in 1994 and 1995, and each filed 1994 and 1995
i ncome tax returns show ng no taxable incone.

Al'l of the above-described trust tax returns for 1994 were
prepared by Savino. The Martins were not aware of petitioners
participation in the trust schenme until |ate 1994 when they
prepared Mdwest's tax return for that fiscal year. The Martins

di scovered that M dwest purportedly paid no wages to petitioner,

" One such series of transactions occurred on June 21, 1995,
when petitioner caused Mdwest to pay the Asset Trust $14, 247.
On that sane day, all of the follow ng occurred: (1) The Asset
trust paid $14, 247 by check to the Charitable Trust; (2) the
Charitable Trust paid $14, 247 by check to the Equity Trust; and
(3) the Equity Trust paid the $14,247 by check back to the Asset
Trust. Also on June 21, 1995, petitioner repeated three nore
times this exact sane series of novenents of funds in a circular
fashion in the exact same anount, $14,247. Petitioner |abeled
all of these advances "loans". Finally, petitioner caused the
Asset Trust to pay back the $14,247 to M dwest by check dated
June 21, 1995.
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and they began inquiring. Soon thereafter and at the request of
the Muhichs, M. Martin attended one of Heritage's sem nars.

M. Martin left the semnar with concerns about the legitimcy of
the trust scheme, and he conveyed his concerns to petitioner.
Petitioner dismssed M. Martin's concerns and indicated he woul d
rely on the advice given by the trust pronoters. Notw thstanding
their concerns, the Martins prepared the trusts' 1995 returns.
After 1995, the Martins prepared the 1996 Charitable Trust return
but refused to prepare any other trust returns.

Petitioners' Tax Reporting and Respondent's Deterni nation

M dwest

M dwest filed Federal inconme tax returns (Fornms 1120) for
its fiscal years ended June 30, 1994, 1995, and 1996. In its
1994 return, M dwest deducted the $12,000 it paid to Bartoli in
connection with setting up the multitrust system During the
1996 fiscal year, Mdwest paid to Aegis and deducted $5,500 in
fees related to adm nistration of the trusts.

During fiscal years 1994, 1995, and 1996, M dwest paid the
Asset Trust $60, 000, $103, 238, and $132, 766, respectively,
pursuant to the consulting contract. M dwest | abel ed the
paynments "consulting fees" and deducted these anmobunts in its
i ncone tax returns.

By notice of deficiency dated August 6, 1997, respondent

determ ned t he above-descri bed paynents were not ordinary and



- 13 -

necessary busi ness expenses under section 162 and that they were
nondeducti bl e constructive dividends. Respondent disall owed
t hese deductions in full.

The Muihi chs

The Muhichs filed Federal inconme tax returns for 1994 and
1995. On these returns, the Miuhichs did not report any incone
fromMdwest in the formof conpensation or dividends.

By notice of deficiency dated August 6, 1997, respondent
determ ned the trust schene was an abusive trust arrangenent
whi ch should be ignored for tax purposes. Respondent determ ned
that petitioner received constructive dividends fromM dwest in
t he anpbunts of $112, 820 and $130, 193 for 1994 and 1995,
respectively. For 1994, the constructive dividend anmount is
conposed of the $12,000 paid by Mdwest to Bartoli and the
$100,820 in fees paid by Mdwest to the Asset Trust during the
year. For 1995, the entire amobunt represents fees paid by
M dwest to the Asset Trust during the year.?

OPI NI ON

Econom c Reality of the Trusts

We first decide whether the trusts should be disregarded for
tax purposes. According to respondent, they should because they

| ack econom ¢ substance and are shans. W agree.

8 Respondent al so made snaller, mscellaneous upward and
downward adjustnments to the Mihichs' incone in both years which
flowed fromhis determnation that the trusts should be ignored.



- 14 -

For all issues in this case except the penalty under section
6673, respondent's determnation is presunmed correct, and
petitioners bear the burden of proving it wong. See Rule

142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933). \Were an

entity is created that has no real econom c effect and which
affects no cogni zabl e econom c rel ati onship, the substance of a
transaction involving the entity will control over its form See

Zmuda v. Conm ssioner, 79 T.C. 714, 720 (1982), affd. 731 F. 2d

1417 (9th G r. 1984); Mrkosian v. Conm ssioner, 73 T.C. 1235,

1241 (1980). Regardi ng econom c substance, we recently stated:
"The doctrine of econom c substance becones applicable, and a
judicial renmedy is warranted, where a taxpayer seeks to claimtax
benefits, unintended by Congress, by neans of transactions that
serve no econom c purpose other than tax savings." ACM

Partnership v. Comm ssioner, T.C Meno. 1997-115, affd. in part,

revd. on other grounds in part, dismssed in part and rend. in
part 157 F.3d 231 (1998). W find such | ack of econom c purpose
in this case.

More specifically, we have held a trust is not recognized
for tax purposes if it has no econom c substance apart fromtax

consi derations. See Markosian v. Conmi ssioner, supra at 1244-

1245. These principles apply even though an entity may have been
properly formed and may have had a separate existence under

applicable local law. See Znuda v. Comm ssioner, supra at 720.
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When the settlor is a trustee and the beneficiaries are the
settlor and his famly, the trusts nust be closely scrutinized

for econom c substance. See Markosian v. Conmni Ssioner, supra at

1245; see also Helvering v. difford, 309 U S 331, 334 (1940).

We consider the follow ng factors when deci di ng whether a
trust |acks econom c substance for tax purposes: (1) Wether the
taxpayer's relationship as grantor to the property differed
materially before and after the trust's formation; (2) whether
the trust had an i ndependent trustee; (3) whether an econom c
i nterest passed to other beneficiaries of the trust; and (4)
whet her the taxpayer felt bound by any restrictions inposed by

the trust itself or by the law of trusts. See Markosian v.

Conmi ssi oner, supra at 1243-1245; see al so Bucknaster V.

Conmi ssioner, T.C. Menp. 1997-236.

As to the first Markosian factor, the Mihichs' relationship
to their property did not differ materially before and after the
formation of the trusts. The Mihichs' personal residence was the
address for all the trusts, and their personal use of their
property was never restricted. As sole trustees and sole owners
of the CBI's, the Mihichs could mani pul ate, distribute, or
ot herwi se use trust property at their whim In fact, the trust
instrunments gave them sole discretion to deal in trust property

and make di stri butions.
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Petitioners argue that their residence at 1106 W D anne
and then at 404 North Shore Drive was the Asset Trust
"headquarters", and, therefore, they could deduct all operational
expenses connected thereto. W disagree. Petitioners' attenpt to
legitimze paynment of their personal expenses is unavailing. In
addition to the fact the trusts were not conducting a trade or
busi ness, the expenses were personal in nature which preclude
their deductibility. The first factor wei ghs agai nst
petitioners.

As to the second Markosian factor, the trusts | acked an
i ndependent trustee. But for Bartoli's 6-day stint as trustee of
the Asset Trust, the Muhichs were at all tines sole trustees of
all trusts. The fact that Bartoli served as trustee for a
limted tine is neaningless; it was a paper appointnent solely
for the purpose of facilitating the creation of the trust schene.
The second factor weighs against petitioners.

As to the third Markosian factor, no economc interest in
the trusts ever passed to any beneficiary other than the Mihichs.
The only beneficiaries were the Mihichs or other trusts they
created and controlled under the trust schene. The third factor
wei ghs agai nst petitioners.

As to the final Markosian factor, the Mihichs were not bound
by any restriction inposed by the trusts or the law of trusts as

to the use of trust property. The record denonstrates
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petitioners dealt freely with trust funds and property, and they
mani pul ated funds between the trusts in a circular and
nonsensi cal manner. This factor wei ghs against petitioners.

In addition to our analysis of the Markosian factors, all of
whi ch favor respondent, other facts herein make clear that the
tangl ed web woven by petitioners did little nore than conceal the
ownership of assets and di sguise the true earner of incone for
t he purpose of avoiding taxes. First, petitioners created an
el aborate schene of docunents and paperwork with an eye towards
creating an aura of legitimacy for the trusts. These canned
docunents were part of the mass-produced trust package narketed
by Heritage and paid for with the $12,000 fee. Notw thstanding
t he Muhichs spent tinme filling in the bl anks, these docunments do
not I end economc reality to the transactions they purport to
menori alize, and we place no weight on them

Second, petitioner |acked a basic understandi ng of the
schene's operation. He was generally unfamliar with the
intricacies and interworkings of the trust schene, and he was
unfamliar with basic terns such as "grantor"”, "beneficiary", and
"trust declarations”". Instead of directly responding to
guestions asked at trial, petitioner often referred the Court to
the reans of paperwork submitted into the record with the

suggestion that the answers could be found sonmewhere in those
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docunents.® Petitioner's inability to discuss basic trust
concepts is inconsistent wwth his contention that the trust
schene was a | egitimte business arrangenent.

In sum petitioners established the trusts with an aimto
avoid, inproperly, Federal incone tax. None of the trusts ever
reported taxable inconme, and none of them conducted a legitimte
busi ness activity. Petitioners' purpose for the trust schenme was
to take untaxed noney out of Mdwest and circulate it around the
trusts to pay the Mihichs' personal expenses. The Mihichs
admtted as nuch at trial. Although the Mihichs attenpted to

identify other nontax reasons for the trusts, we find these

° The follow ng colloquy between petitioner and respondent's
counsel on cross-exam nation exenplifies petitioner's el usiveness
and | ack of know edge as to the operation of the trust schene:

Q Edward Bartoli hel ped set up the initial
trust for you. Is that right?

A Right.

Q And that would include the declarations
for each of the trusts?

A |I'mnot that famliar with terms. It's
all witten down. You have the trust
docunents, so whatever's in the docunents is
what we did.

0 We were simlarly uninpressed with Ms. Mihich. She
admtted she was only "kind of" famliar with two of the trusts
and stated that she knew nore about the entire schene after
sitting through the trial than she did before.
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reasons incredible.** Because the trusts |acked econom c

reality, the Court will ignore themfor tax purposes.'?

G oss | ncone/ Deducti ons by M dwest

We turn to the question of whether the Mihichs' gross incone
i ncludes the "consulting fees" paid by Mdwest to the Asset Trust
and the $12,000 paid by Mdwest to the trust pronoters (issue 2).
Rel ated thereto is the question of whether section 162 all ows
M dwest to deduct these paynents and the $5,500 paid to the trust
pronmoters in 1996 (issues 3 and 4).

As to the "consulting fees", respondent determ ned that
these "fees" were nondeductible constructive dividends paid to
petitioner by Mdwest, and, as such, were includable in his gross

i ncone. M dwest contends that these "fees" are deductible by

11 Petitioner, for exanple, testified he adopted the trust
schenme to protect Mdwest and his assets. |[If such was the case,
then why did the Mihichs not transfer their nost significant
assets to the trusts imediately upon creation (i.e., their
various real estate holdings and the stock in Mdwest)?

Mor eover, M dwest was already a corporation; thus, M dwest
enj oyed the benefits of limted liability attendant to doi ng
business in the corporate form

12 Respondent does not contest petitioners' assertion that
the anobunts the Charitable Trust paid to sec. 501(c)(3)
organi zati ons are deductible by the Muhichs. The parties shal
t ake these deductions into account in the Rule 155 conputati on.
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M dwest as conpensation for petitioner's services.® W agree
with Mdwest that the "consulting fees" are deductible
conpensation for petitioner's service. W agree with respondent
that these "fees" are includable in petitioner's gross incone,
but as conpensation rather than dividends.

A paynent to a sharehol der/enpl oyee is conpensation if: (a)
The corporation intends the paynent to be solely for services
rendered by the sharehol der/enpl oyee, and (b) the anmount paid is

reasonable as to the services rendered. See El ectric & Neon,

Inc. v. Conm ssioner, 56 T.C. 1324 (1971), affd. w thout

publ i shed opinion 496 F.2d 876 (5th Gr. 1974); sec. 1.162-7,
I ncone Tax Regs. A corporation's intent to conpensate for
services is a condition precedent to the underlying paynent's

deductibility, see Electric & Neon, Inc. v. Conm Ssioner, supra,

and such an intent is determ ned when the paynent is nmade, see

Paula Constr. Co. v. Conmm ssioner, 58 T.C 1055 (1972), affd.

wi t hout published opinion 474 F.2d 1345 (5th Cr. 1973). An
intent to conpensate is a question of fact, which in the case of
a corporation turns on the actions of the officers. See King's

Court Mobile Home Park, Inc. v. Conm ssioner, 98 T.C. 511, 514

(1992). W enploy close scrutiny when a sharehol der/ enpl oyee

13 Petitioner fails to acknowl edge that if the amounts are
conpensation, he nmust include themin incone.
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controls the corporation's affairs. See Paula Constr. Co. v.

Conmmi ssi oner, supra at 1058.

While we held the trusts were shans and shoul d be ignored
for tax purposes, we find the consulting contract hel pful for the
limted purpose of determning the intent of the parties. The
contract provides that "[Mdwest] desires to contract the skills
and services of one Frank W Mihich in the perfornmance of

services on behalf of [Mdwest]," and we find that petitioner
performed these services for Mdwest during the subject years.
Before the subject years, petitioner worked as a princi pal
officer of Mdwest, establishing its nanme recognition, overseeing
its business, and playing a key role in its success. H s work-
related duties did not change after the trusts were forned; he
continued to own and operate M dwest exactly as before, and
M dwest continued to pay conpensation for his services. W
conclude M dwest paid the "consulting fees" intending to
conpensate petitioner for his services. |In disregarding the
Asset Trust's existence for tax purposes, we view these paynents
received directly by petitioner, the true earner of the incone.
As to reasonabl eness, each year petitioner based his salary
upon the financial performance of Mdwest. W viewthis as a
reasonabl e way for an owner of a closely held business to

conpensate hinself or herself. The contract in this case

specifically provides for conpensation of $3,000 per nonth, plus
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addi ti onal anounts based upon Mdwest's financial perfornmance.
Thi s conpensati on package is very simlar to the comm ssion type
arrangenent used before the trust schene. On the primary basis
of the anpbunt of conpensation that M dwest paid petitioner before
the subject years, the type and content of the services he
performed during the subject years, and the gross receipts those
servi ces produced for M dwest, we conclude petitioner's
conpensati on during the subject years was reasonable. W hold
M dwest may deduct the "consulting fees" under section 162, and
petitioner nmust include these fees in incone in the anounts of
$100, 820 and $130, 193 for 1994 and 1995, respectively.

W now turn to the $12,000 and $5,500 paynents made by
M dwest to the trust pronpters in 1994 and 1996, respectively.
Respondent determ ned these anpbunts were not deducti bl e by
M dwest and that the $12,000 was a constructive dividend to
petitioner.* Petitioners contend that both anpbunts were
deducti bl e under section 162(a), and that the $12,000 is not
i ncludable in petitioner's incone. W disagree.

A taxpayer may deduct "all ordinary and necessary expenses
paid or incurred during the taxable year in carrying on any trade

or business." Sec. 162. The taxpayer nust show that the

4 The issue of whether the $5,500 paynent was includable in
petitioner's gross inconme as a constructive dividend is not
before the Court.
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expenses were both ordinary and necessary. See Northwestern |nd.

Tel. Co. v. Conm ssioner, 127 F. 3d 643, 646 (7th Cr. 1997),

affg. T.C. Meno. 1996-168. Deductions are a matter of

| egi sl ative grace. See INDOPCO, Inc. v. Conm ssioner, 503 U.S.

79, 84 (1992).
In the context of section 162, an expense is necessary if it
is appropriate or hel pful for the devel opnent of the taxpayer's

busi ness. See Welch v. Helvering, 290 U. S. at 114. An expense

is ordinary if it relates to a transaction comonly or frequently

occurring in the taxpayer's business community. See | NDOPCO

Inc. v. Conm ssioner, supra at 85 (discussing the requirenents of

section 162).

It follows fromour holding that the trusts were shans and
shoul d be ignored for tax purposes that the paynents in pursuance
of the schene were not ordinary and necessary busi ness expenses
under section 162. The expenses were not appropriate or hel pful
for the devel opment of M dwest's photography business, nor was
there any evidence they were a usual expense within Mdwest's
busi ness community. W hold the paynents to the trust pronoters
(Bartoli and Aegis) are not deductible under section 162.

Turning to constructive dividends, taxpayers must include
dividends in gross incone. See sec. 61(a)(7). Wen a
corporation distributes property to a sharehol der as a dividend,

t he sharehol der nmust include in gross inconme the distribution to
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the extent of the corporation's earnings and profits. See secs.
301(a), (c)(1), and 316. The sharehol der nust do so even though
the corporation has not formally declared a dividend. See

United States v. Mews, 923 F.2d 67, 68 (7th Cr. 1991); Crosby v.

United States, 496 F.2d 1384, 1388 (5th Gr. 1974). The

shar ehol der need not receive the distribution directly. Paynments
on behalf of a shareholder are treated as if paid directly to the

sharehol der. See Epstein v. Conmissioner, 53 T.C. 459, 474-475

(1969).

I n determ ni ng whet her a sharehol der has received a
constructive dividend, we |ook to whether the paynent by the
corporation benefited the sharehol der personally rather than

furthered the interest of the corporation. See Hagaman v.

Comm ssi oner, 958 F.2d 684, 690-691 (6th Cr. 1992), affg. and

remandi ng on other grounds T.C Meno. 1987-549; lreland v. United

States, 621 F.2d 731, 735 (5th Gr. 1980). G ven our holding
the trusts were shans and were created by the Miuhichs to

avoi d taxes, we hold the $12,000 paynent to the trust pronoters
was solely to benefit petitioner and his famly personally. W
hol d petitioner nust include the paynent in his incone as a

constructive dividend.

15 Petitioners neither argued nor proved that M dwest did
not have sufficient earnings and profits for us to categorize the
paynent as a di vidend under sec. 316.



Section 6662(a)

The Muihi chs

Respondent determ ned the Miuhichs are liable for the
accuracy-rel ated penalty under section 6662(a) and (b)(1) for
both years in issue. This section inposes a penalty equal to 20
percent of the portion of an underpaynent that is attributable
to, anong ot her things, negligence. Petitioners wll avoid this
penalty if the record shows that they were not negligent; i.e.,
they nade a reasonable attenpt to conply with the provisions of
the Internal Revenue Code, and they were not carel ess, reckless,
or in intentional disregard of rules or regulations. See sec.

6662(c); Accardo v. Conmm ssioner, 942 F.2d 444, 452 (7th Cr

1991), affg. 94 T.C. 96 (1990); Drumyv. Conm ssioner, T.C Meno.

1994- 433, affd. w thout published opinion 61 F.3d 910 (9th Cr
1995). Negligence connotes a lack of due care or a failure to do
what a reasonabl e and prudent person would do under the

circunstances. See Allen v. Conm ssioner, 92 T.C. 1 (1989),

affd. 925 F.2d 348 (9th Gr. 1991); Neely v. Conm ssioner, 85

T.C. 934, 947 (1985). The accuracy-related penalty of section
6662 is not applicable to any portion of an underpaynent to the
extent that an individual has reasonabl e cause for that portion
and acts in good faith with respect thereto. See sec.
6664(c)(1). Such a determination is nmade by taking into account
all facts and circunstances, including the experience and

know edge of the taxpayer and his or her reliance on a
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prof essional tax adviser. See sec. 1.6664-4(b)(1), |Incone Tax
Regs.

The Muhichs seek relief fromthe penalty by arguing they
relied in good faith on advice fromthe Martins and Bartoli.
Good faith reliance on the advice of counsel or a qualified
accountant can, in certain circunstances, be a defense to the
accuracy-rel ated penalty for negligence. See, e.g., EwWng v.

Comm ssioner, 91 T.C. 396, 423-424 (1988), affd. wthout

publ i shed opinion 940 F.2d 1534 (9th Cr. 1991); Jackson v.

Conmm ssioner, 86 T.C. 492, 539-540 (1986), affd. 864 F.2d 1521

(10th Gr. 1989); Pessin v. Conmm ssioner, 59 T.C 473, 489

(1972); Conlorez Corp. v. Comm ssioner, 51 T.C 467, 475 (1968).

In those cases, the taxpayer nust establish: (1) The advi ser had
sufficient expertise to justify reliance, (2) the taxpayer

provi ded necessary and accurate information to the adviser, and
(3) the taxpayer actually relied in good faith on the adviser’s

judgnent. See Ellwest Stereo Theatres of Menphis, Inc. v.

Conmi ssioner, T.C. Menp. 1995-610.

The record in this case denonstrates the Mihichs did not act
reasonably with respect to reporting their inconme for 1994 and
1995. The Muhichs' claimthat they relied in good faith on the
Martins for advice as to the tax treatment of the trust schene is
unsupported by the evidence. The Mihichs failed to disclose to

the Martins they had purportedly divested thensel ves of nost of
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their assets and adopted the trust schenme. The Martins never
advi sed the Muhi chs about the schene before the Mihichs entered
intoit. The Mihichs had all the trusts' returns for the year of
inception (1994) prepared by Savino in an attenpt to keep the
exi stence of the trusts fromthe Martins. Al though the Mrtins
did prepare the 1995 returns for the trusts, they did so
reluctantly and only after informng petitioner of their concern
as to the trusts' legitinmacy.

Nor are we persuaded that the Mihichs reasonably relied upon
a qualified expert in the formof Bartoli. Bartoli's bias was
obvious, and his ability to benefit financially by luring
individuals into the schene should have sent up a red fl ag.
Petitioner is an experienced busi nessman who shoul d have been
suspicious of Bartoli's clains. Further, the record contains no
evidence as to Bartoli's qualifications or expertise; he was
noti ceably absent fromthe trial, and petitioner was unable to
| ocate him The only information the Mihichs provided Bartol
was a |ist of assets and a questionnaire wherein they docunented
their desire to avoid taxes. W hold the Mihichs are |iable for
the accuracy-related penalties for negligence as determ ned by
respondent.
M dwest

Respondent determ ned that Mdwest is liable for the

accuracy-rel ated penalty under section 6662(a) and (b)(2) for al
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years in issue. This section inposes a penalty equal to 20
percent of the portion of an underpaynent that is attributable
to, anmong other things, a substantial understatenent of incone
tax. An understatenent is substantial if it exceeds the greater
of 10 percent of the tax required to be shown on the return or
$10,000 (for corporations). See sec. 6662(d)(1). The
understatenent is reduced if it is based on substantial authority
or is adequately disclosed on the return or in a statenent
attached to the return. See sec. 6662(d)(2). The reasonable
cause exception under section 6664(c)(1) may al so be used to
avoid the penalty if proven by the taxpayer.

M dwest made no rel evant disclosures on its returns.
Furthernore, the record does not disclose Mdwest had substanti al
authority for deducting the paynments to the trust pronoters.
Accordingly, for each year that the Rule 155 conputation reflects
a substantial understatenent within the nmeani ng of section
6662(d) (1), Mdwest will be liable for this penalty.

Section 6673

Respondent noved the Court at the end of trial to inpose a
penal ty under section 6673(a)(1l). Respondent asserts the
Muhi chs' position is frivolous and groundl ess, and that they
instituted this lawsuit primarily for delay. As relevant,
section 6673(a)(1)(A) and (B) provides that the Court may inpose

a penalty of up to $25, 000 wherever proceedi ngs before us have
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been instituted or maintained by the taxpayer primarily for
del ay, or wherever the taxpayer's position in a proceeding is
frivol ous or groundl ess.

We decline to inpose a penalty under section 6673. Although
t he Muhichs' position that the trusts had econom ¢ substance was
frivol ous, we have rejected respondent’'s position the "consulting
fees" were dividends, holding instead the "fees" were
conpensation. The Mihichs' position in this proceedi ng was
somewhat neritorious to the extent they were defendi ng agai nst
respondent's determ nation of constructive dividends. W
adnoni sh the Miuhichs that we shall not be inclined to exercise
our discretion under section 6673 so favorably in the future if
presented with simlar argunents by them and we nmay inpose a
penal ty.

In reaching all our holdings herein, we have consi dered each
argunent made by the parties, and, to the extent not discussed
above, find those argunents to be irrelevant or without nerit.

To reflect the foregoing,

An appropriate order will be

i ssued denyi ng respondent’s notion

to i npose a penalty under section

6673(a) (1), and decisions will be

entered under Rul e 155.
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